IT 96-35

Tax Type: [INCOME TAX

Issue: Business/Non-Business (General)
Unitary Apportionment

STATE OF ILLINOIS
DEPARTMENT OF REVENUE
ADMINISTRATIVE HEARINGS DIVISION
CHICAGO, ILLINOIS

THE DEPARTMENT OF REVENUE )
OF THE STATE OF ILLINOIS, )

)

Petitioner ) No.

)
V. ) FEIN:

)
TAXPAYER )

Taxpayer ) Linda K. Cliffel,
) Admin. Law Judge
)
RECOMMENDATION FOR DISPOSITION

APPEARANCES: Hel en E. Wtt of Kirkland & Ellis, for TAXPAYER, Wendy
Paul , Speci al Assi st ant At tor ney CGeneral, for the Illinois Departnent

of Revenue.

SYNOPSIS:

The instant case arose as a result of three audits conducted by the
I1linois Departnment of Revenue (hereinafter referred to as the "Departnent”) of
TAXPAYER (hereinafter referred to as "TAXPAYER' or "Taxpayer") for the years
ended 12/31/83 and 12/31/84; 12/31/85 and 12/31/86; and 12/31/87 and 12/ 31/ 88.
The audits relate to a review conducted by the Department of TAXPAYER tax
returns filed under the Illinois Income Tax Act. 35 ILCS 5/101 et seq.

Notices of Deficiency were issued to TAXPAYER on February 15, 1990 for the
year ended 12/31/85 (1985-1986 audit cycle) in the anount of $70,654 and on
November 8, 1990 for the years ended 12/31/87 and 12/31/88 in the anount of
$92, 116.

The min issue comon to all three audits was the Departnent's

reclassification of interest incone earned from a loan by TAXPAYER to its
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foreign subsidiary, SUBSID ARY (hereinafter referred to as "SUBSID ARY"), from
nonbusi ness incone to business income pursuant to 86 Ill. Admn. Code ch. 1,
Sec. 100.3010(d) (4)™

Taxpayer disagreed with the disall owance and contended that it was able to
fund all working capital needs out of current earnings. Therefore, the excess
funds | oaned to SUBSI DI ARY were beyond their normal working capital requirenents
and the interest earned on the investnment of such surplus incone was nonbusiness
i ncone.

TAXPAYER was al so denied clainms for refund for the year ended 12/31/84 in
t he anpbunt of $68,213 and for the year ended 12/31/86 in the amount of $57, 788
related to the classification of the interest earned from SUBSIDIARY as
nonbusi ness i ncone.

Additionally, an issue was raised in the 1987-1988 audit related to
TAXPAYER filing of a unitary return with one of its subsidiaries, SUBSIDI ARY-2
(hereinafter referred to as "SUBSID ARY-2"), for the period of 11/1/87 through
12/ 31/ 88. The Departnment renoved SUBSIDI ARY-2 from the unitary group for the
initial two-nmonth period after its acquisition in 1987. TAXPAYER protested said
excl usion for 1987.

The issues presented for review are:

1. Whet her the Departnment properly disallowed as nonbusiness incone the
interest incone earned by taxpayer froma loan to its foreign subsidiary for the
years ended 12/31/84 through 12/31/88?

2. Whet her SUBSI DI ARY-2 shoul d have been included in taxpayer's unitary
group for 1987 subsequent to its acquisition by taxpayer in October of 19877

3. Whet her adjustnments to the property everywhere factor to reflect
changes of placed-in-service dates of property should have been correspondi ngly

made to the Illinois property factor for the years ended 12/31/87 and 12/ 31/ 88?

'Fornmerly §1050(d)(4).



4. Whet her taxpayer should have been given credit for investnment tax
credits allowed at audit but never re-credited in the ampbunt of $19,528 for the
year ended 12/31/88?

5. VWhether the Department properly disallowed, as a math error, a negative
addition nodification to record the inclusion in federal taxable incone of an
I1linois inconme tax refund?

6. Whet her taxpayer offered evidence of reasonable cause sufficient to
abate the Section 1005 penalty proposed in the Notice of Deficiency for the year
ended 12/31/87?

After protest and adm nistrative hearing, it is recommended to the Director
that the nonbusi ness, investnent tax credit and negative tax nodification issues
be resolved in favor of the Departnent. It is recommended that the SUBSI DI ARY- 2
unitary inclusion issue, the Section 1005 penalty and property-factor

depreci ation issues be resolved in favor of taxpayer.

FINDINGS OF FACT:

1. TAXPAYER is a Delaware corporation with its headquarters located in
Fort Lee, New Jersey. It is engaged in the manufacture and sale of aninal
antibiotics and animal feed mcronutrients for resale primarily to animl feed
producers within the United States. TAXPAYER has a factory |located in Chicago
Hei ghts, Illinois. (Tr. pp. 113-116; Dept. Ex. No. 36).

2. TAXPAYER was originally organized in 1975 as a wholly-owned subsidiary
of PARENT (hereinafter referred to as "PARENT") and was reincorporated in
Del aware in Septenber 1983 (Dept. Ex. No. 29).

3. PARENT is a Norwegian parent corporation which is engaged in the
manuf acture and sale of human pharmaceutical products, food products and
agriculture bacterins (for use by fish farnmers). (Dept. Ex. No. 36).

4, SUBSIDIARY is a Danish corporation engaged in the wholesale
distribution of human pharmaceutical drugs manufactured by PARENT and ot her

unrel ated conpanies in the Danish market. SUBSI DI ARY originally was a wholly-
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owned subsidiary of PARENT, but in August of 1983 it becane a wholly-owned
subsi di ary of TAXPAYER (Dept. Ex. No. 36).

5. DANISH is a Danish corporation engaged in the marketing and sale of
human pharmaceuti cal products, hunman antibiotic products, and human nutritional
products in Denmark and other European and third world countries. DAN SH was a
conpetitor of PARENT in the Scandi navian countries. (Dept. Ex. No. 36).

6. TAXPAYER acqui red SUBSI DI ARY, and through SUBSI DI ARY, TAXPAYER acquired
DANI SH. The acquisition of DANSH allowed TAXPAYER to sell its products
directly or under license in over 40 countries,but principally in the United
States, Denmark, Finland, Norway, Sweden, Holland, the Mddle East, Nigeria,
Mal aysi a, Thailand and | ndonesia. (Dept. Ex. No. 29, 36; Tr. p. 22).

7. Danish law limted the paynent of dividends by a Danish conpany
(DANISH) to a non-Danish sharehol der (TAXPAYER). Therefore, the ownership
structure was arranged to interpose a Dani sh conpany between TAXPAYER and DAN SH
to hold the stock of DANI SH.  Consequently, PARENT transferred 100% of the stock
of its Danish subsidiary, SUBSID ARY, to TAXPAYER as a contribution to capital.
SUBSI DI ARY t hen acquired DANISH  Since Danish law did not Iimt the paynment of
interest by a Danish company to a non-Danish conpany, the transaction was
structured so that DAN SH paid SUBSI DI ARY di vi dends and SUBSI DI ARY pai d TAXPAYER
interest on its |loan from TAXPAYER. (Dept. Ex. No. 32; Tr. p. 121-22).

8. Dani sh | aw required dividends to be declared annually in My or June.
The dividend would be declared by DANISH and as the funds were needed by
SUBSI DI ARY, the nmoney would be paid on account. Effectively, on the dividend
declaration date DANISH had a liability to SUBSIDI ARY and SUBSIDI ARY had a
receivable from DANISH, but the cash was transferred only upon request by
SUBSI DI ARY. (Tr. p. 137).

9. The acquisition of DAN SH by SUBSIDI ARY was conpleted on August 25,
1983 for a total purchase price of $27 mllion. On or about August 21, 1983, in
preparation for the acquisition, PARENT contributed SUBSID ARY to TAXPAYER.

Then, SUBSI DI ARY borrowed $20 million from a Norwegian bank and $7 million from
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TAXPAYER. The $7 million consisted of a loan from PARENT in the anount of $6
mllion and a $1 mllion loan froma New Jersey bank. (Tr. p. 117).
10. Later, in February 1984, TAXPAYER raised $21 mllion from a public

offering of its stock in the United States. The purpose of the public offering

was to raise capital to refinance the $21 mllion of third party |oans used to
acquire DAN SH. TAXPAYER |oaned $20 nmillion to SUBSID ARY to repay the
Nor wegi an bank bridge loan and $1 million was repaid to the New Jersey bank

The original $6 mllion dollar |Ioan from PARENT to TAXPAYER becane a $3 mllion
contribution to TAXPAYER capital by PARENT and $3 million remai ned outstanding
as a loan. (Dept. Ex. No. 36; Tr. p. 117-20).

12. A technical agreenment was entered into by PARENT and TAXPAYER on
Septenber 30, 1983 prior to the transfer of SUBSIDI ARY and acquisition of
DANI SH.  The agreenent was to transfer certain technol ogi es devel oped by PARENT
to TAXPAYER or its subsidiaries for the research, devel opnent and production of
certain pharmaceuti cal products for TAXPAYER to use on an exclusive basis in al
countries and territories in or constituting part of Europe, Asia and Africa
(Dept. Ex. No. 25). The agreenent also required TAXPAYER to use its best
efforts to cause DANI SH on or before Decenber 31, 1983 to grant, transfer and
assign to PARENT all of its right, title and interest in the "Bacitracin
Technol ogy." (Dept Ex. No.'s 31,33, 34).

12. As a result of the above transaction, TAXPAYER received interest
income from SUBSIDI ARY on the $20 million loan. (Dept. Ex. No. 36; Tr. p. 16,
24-25) .

13. The interest incone received from SUBSI DI ARY was not segregated from
TAXPAYER operating accounts. (Dept. Ex. No. 36; Tr. pp. 49, 128).

14. SUBSI DI ARY-2 was a corporation |located in Baltinore, Maryland engaged
in the manufacture and sale of pharmaceutical products to pharnaceutica
distributors and retail drug store chains wthin the United States.

Negotiations for its purchase by TAXPAYER began in early 1987 and an agreenent



to purchase was entered into in August of 1987. The final closing of the
transaction occurred in October 1987. (Taxpayer's Ex. No. 29).

15. During the interimreview period, V.P. - Finance of TAXPAYER, and V.P.
of Pharmaceutical Operations of TAXPAYER, were actively involved in SUBSI D ARY-
2's activities. TAXPAYER had the right to approve or disapprove of any
transactions outside the normal course of operations. In addition, TAXPAYER
invested nore than $5 million in SUBSID ARY-2 to provide working capital. V.P.
OF PHARMACEUTI CAL OPERATIONS and V.P. - FINANCE were directly involved in
managi ng SUBSI DI ARY-2's cash flow, determning inventory |evels, and managing
recei vabl es. (Taxpayer Ex. No. 29).

16. On closing, three of TAXPAYER executives (TAXPAYER S PRESI DENT & CEG,
V.P. OF PHARVACEUTI CAL OPERATIONS and V.P. - FINANCE) became directors of
SUBSI DI ARY-2 and a three person executive commttee was appointed to oversee
SUBSI DI ARY-2' s day-to-day operations. (Taxpayer Ex. No. 29, 1 8-9).

17. Additionally, a subsidiary of TAXPAYER (SUBSI DI ARY-3) increased its
pur chases from SUBSI DI ARY-2 after the acquisition. (Taxpayer Ex. No. 29, § 12).

18. TAXPAYER exerci sed nanagenent and control over SUBSI DI ARY-2 since its
acqui sition in October of 1987 in the foll owi ng manner:

a. TAXPAYER established | ocal banking relationships for SUBSI D ARY- 2;

b. TAXPAYER provided centralized admnistrative services to SUBSI DI ARY- 2,
such as: insurance managenent, risk managenent, retirenment plan, and enployee
benefit plan managenent; and

C. TAXPAYER provided centralized financial and tax reporting. (Taxpayer
Ex. No. 29, 91 13-19).

19. The negative addition nodification was incorporated by the auditor in
his audit report for the year ended 12/31/88 as a subtraction adjustnent. (Dept.
Ex. No. 20).

20. The property everywhere denom nator was based on the in-service dates
on the federal depreciation schedules for the year ended 12/31/87. The auditor

attenpted to account for fluctuations in property by reflecting actual in-
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service dates rather than counting everything evenly during the year. (Tr. pp
92-100). Al so, the auditor used the dates reported on the Illinois Form 1120
Schedule 477 with respect to the nunerator of the property factor. (Tr. p. 96).
The auditor conceded that an adjustnment should have been made to the Illinois
numerator wth the corresponding in-service dates that were used in the
denom nator for the same piece of property. (Tr. p. 97).

21. For the 12/31/88 tax year, taxpayer concedes that the auditor
calculated the correct anpunt of investnent tax credit. (Tr. p. 145). The
auditor allowed the investnent tax credit in his report in the anount of

$18,808. (Dept. Ex. No. 20).

CONCLUSIONS OF LAW:

1. Nonbusi ness | ncome

Section 1501(a)(1) of the |Illinois Income Tax Act defines the term

"Busi ness i ncone" as neaning in pertinent part:

...inconme arising from transactions and activity in the
regul ar course of the taxpayer's trade or business, net of
deductions allocable thereto, and includes inconme from
tangible and intangible property if the acquisition
managenment and disposition of the property constitute
integral parts of the taxpayer's regular trade or business
operations...

Section 1501(a)(13) defines "nonbusiness incone" as any incone other than
busi ness i ncone.

In determ ning whether an item of incone is business or nonbusiness incone
under the definition in Section 1501(a)(1), there are two alternative tests
whi ch nust be applied. The two separate tests are commonly referred to as the
"transactional" and "functional" tests. If either test is net, the incone is

consi dered busi ness i ncone, See Dover Corporation v. Department of Revenue, 271

I11. App. 3d 700, 648 N E.2d 1089 (1st Dist. 1995); National Realty & |nvestnent

Co. v. Departnent of Revenue, 144 111. App. 3d 541, 494 N E. 2d 924 (2nd Dist.




1986) . Under the transactional test, incone will be classified as business
inconme if it is attributable to a type of business transaction in which the
t axpayer regularly engages. The enphasis here is whether the income arises from
the "regular course" of the taxpayer's business, and as such, the relevant
inquiry looks to the nature of the particular transactions and the forns or
practices of the business activity.

Under the functional test, income will be classified as business incone if
the acquisition, managenent and disposition of the property constitutes integra
parts of the taxpayer's regular trade or business operations. Here, the
extraordinary nature or infrequency of the transactions are irrelevant. The

[

focal point, then, is whether the incone constitutes an "integral part" of the
busi ness activities of the taxpayer.
Section 100.3010(a) of the Departnent's regulations further provides in

pertinent part that:

...[a] person's inconme is business inconme unless clearly
classifiable as nonbusiness incone....lncone of any type
or class and from any source is business income if it
arises from transactions and activity occurring in the
regul ar course of trade or business operations...

Under the regulations, the critical elenment in determ ning whether an item
of income is "business incone" or "nonbusiness income" is the identification of
the transactions and activities which are the elenents of a particul ar business.
In general, all transactions and activity which are dependent upon or contribute
to the operations of the economic enterprise as a whole will be transactions and
activity arising in the regular course of a trade or business.

Taxpayer contends that the interest inconme from the |oan which furnished
the funds to acquire DANISH was not inconme that arose from transactions and
activities in the regular course of its trade or business, but that it resulted
from an isolated transaction which did not contribute to the operations of
t axpayer as a whol e.

Additionally, taxpayer contends that funds advanced to SUBSID ARY were

substantially obtained by TAXPAYER from the proceeds of capital contributions
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rai sed through a public offering of stock. The smaller portion of |oan proceeds
arose from a | oan by TAXPAYER principal stockholder (PARENT) to TAXPAYER and
then to SUBSI D ARY. Consequent |y, taxpayer contends that the substantial
portion of the |oan proceeds did not arise from business operations, but rather
fromthird party investors. Also the debt service paynents on the | oan received
by TAXPAYER from SUBSI DI ARY were used to pay dividends to stockholders and to
service the debt to their principal stockholder. As a result, taxpayer argues
that the funds were not used for business operations.

Furthernore, taxpayer contends that the acquisition and nmanagenent of the
note receivable which gave rise to the interest incone did not constitute an
integral part of TAXPAYER trade or business; it arose out of the public stock
of fering. The funds arising from the repaynent of the |oan were used to pay
di vidends to stockholders. Therefore, the creation and repaynent of the loan to
SUBSI DI ARY was not connected with nor an integral part of TAXPAYER business; it
was totally renoved and isolated from TAXPAYER busi ness operations. Finally
t axpayer contends that there was no unitary relationship between TAXPAYER and
SUBSI DI ARY.

I agree with the Departnent's position that TAXPAYER acquisition of
SUBSI DI ARY and DANISH was not a separate passive investnent or an isolated
transaction unrelated to TAXPAYER business operations. |Instead, it was a pre-
designed initial step in the worldw de expansion of TAXPAYER existing
pharmaceuti cal business which allowed it to enter the European market and
acquire DANI SH whi ch was a conpetitor of its parent in that market.

Al t hough TAXPAYER had always been in the pharmaceutical business with a
focus on animal health products and bul k pharmaceuticals, the acquisition of
SUBSI DI ARY and DANI SH created a place in the branded generic pharmaceutical and
human nutrition business on the international basis for TAXPAYER Its Annual
Reports reflect that once SUBSIDI ARY and DANISH were acquired, TAXPAYER
consistently presented itself to its shareholders as an international

phar maceuti cal business operating in three related biochem cal areas (value-
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added generic pharnmaceuticals, animl health and human nutrition products), all
of which were related scientifically and joined by a scientific "conmon thread"
in biochemstry.

Additionally, the acquisition of DANISH gave TAXPAYER i nternational
diversity and placenent into energing markets. The restructuring which began
with the acquisition of SUBSIDI ARY and DANI SH continued, during the audit
period, wth TAXPAYER acquisition of SUBSIDI ARY-3 in 1986 and its 1987
acqui sition of SUBSIDI ARY-2, both of which were manufacturers or distributors of
human pharmaceuticals in the United States. In fact, in its 1987 Annual Report,

TAXPAYER st at ed:

Thus, beginning wth the My, 1986 acquisition of
SUBSI DI ARY-3 and continuing with the 1987 SUBSI DI ARY-2
acqui sition, we have established a major branded val ue-
added generic pharmaceuti cal presence in the United
States, within a truly worldw de organi zation. W believe
that our Conpany distinguishes itself from the US.
generic drug industry through an inportant international
capability in addition to inclusion of a dynam c aninal
heal th busi ness, gi vi ng TAXPAYER  several of t he
characteristics that contribute to the strength of nost
maj or branded pharnaceuti cal conpani es. (1987 Annual
Report, p. 4)

The acquisition of DANSH through the acquisition of SUBSID ARY, was
characterized by TAXPAYER as inportant since it allowed it to obtain Swss
product registration, thus opening the door for it in previously untapped
mar ket s. TAXPAYER viewed the acquisition as an opportunity to strengthen its
overall marketing organization in the Nordic countries, to broaden product |ines
in such countries and to achieve certain marketing efficiencies. In its

Prospectus, it was further stated:

The Conpany al so believes that the technical personnel and
experience available through its relationship w th PARENT,
when conbined with the technical resources of DAN SH, can
facilitate pr oduct i npr ovenent and manuf act uri ng
efficiencies. (Prospectus, p. 21)

On this record, taxpayer relies upon the fact that nost of the funds for
the acquisition cane from third party investors via the public offering rather

than from its business operations. Taxpayer's anal ysis, however, is
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unconvi nci ng. The funds were clearly raised by TAXPAYER in the regular course

of its business -- through a public stock offering -- to expand its existing
operations and as a refinance of its debt. Mor eover, the original funds to
purchase DANI SH canme from a Norwegi an bank in the anmount of $20 million and the

remai nder of the noney cane from |loans to TAXPAYER as part of its business
operations (one |loan from PARENT and the other from a New Jersey bank). The
utilization of the proceeds from its public offering thus constituted an
integral part of TAXPAYER normal business operations and provided a cash flow
to allow for the self-financing of the DANI SH acquisition. Cearly, the public
of fering was nothing nore than a sophisticated refinancing of the debt incurred
in acquiring DAN SH.

I find that TAXPAYER purpose in acquiring SUBSIDI ARY and DANI SH was to
expand and restructure its own business into other markets and products, and
that the acquisition was integrally related to its business operations.
Subsequent to the acquisition, neither the |oan paynents nor the operation of
DANI SH were separate fromor unrelated to TAXPAYER normal business operations.

Taxpayer also contends that the |oan proceeds were used primarily to pay

di vidends to stockholders and was not a part of its working capital. This was
never proven, however, and in fact the record shows otherw se. The proceeds
were never segregated fromthe funds used for working or operating capital. The

record is unclear as to whether there was any matching or coordinati on between
di vidends and |oan paynents, in either timng or amounts. Moreover, in its
Prospectus, TAXPAYER had represented that while it intended to commence paynent
of nodest cash dividends, the amunt of which would depend in part upon its
recei pt of dividends, interest and/or debt repaynents from SUBSI DI ARY, nost of
its earnings would be retained for operations, capital inprovenents, and
busi ness devel opnent. Nowhere in the Prospectus did TAXPAYER commit to the
paynent of dividends fromthe interest paynments. Furthernore, the | oan proceeds

wer e managed by CONTROLLER, corporate controller, who was also responsible for
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TAXPAYER ot her cash managenent functions. The | oan was never intended to be,
and never was, a separate and unrel ated passive investnent.

In addition, DANI SH served an operational function to TAXPAYER. There were
significant operational relationships between TAXPAYER, DAN SH, SUBSI DI ARY and
PARENT. PARENT sold zinc bacitracin to TAXPAYER and the technology for this was
acquired from DANI SH i n 1983. TAXPAYER di stri buted pol ynyxin, a bulk antibiotic
products manufactured by DANISH, in the United States. These sales anpunted to
several mllion dollars per year in interconpany sales between the two
conpani es. DANI SH al so perfornmed sone manufacturing for PARENT and distributed
its products in Europe. SUBSI DI ARY di stributed some of PARENT's products, and
t he interconpany sal es between those two conpanies anopunted to about $5 mllion
dol I ars per year

Furthernore, there were direct | oans, |oan guarantees, and contributions to
capital ampng the various conpanies. Also, there were sonme interlocking
officers and directors anong TAXPAYER, PARENT, SUBSIDI ARY and DANI SH, wth at
| east one of taxpayer's officers, President and CEO, beconming involved in sone
of DANI SH s operational activities, such as its negotiation with the Dairy
Boar d.

According to taxpayer, the purpose of the acquisition of DAN SH was that
PARENT wanted to acquire it. TAXPAYER i nvol venent, however, was not strictly
due to its ability to raise cash via the initial public offering through its
access to the U S. stock market. Clearly, the integral connection between the
acqui sition of SUBSI DI ARY and DANI SH by TAXPAYER was a pre-desi gned and executed
strategy of international expansion as shown above.

The acquisitions were not solely to accommbdate PARENT. The acquisitions
served TAXPAYER in an operational manner because the efficient operation wthout
a competitor and success of PARENT was indispensable to TAXPAYER busi ness.
Even after the initial public offering, PARENT retained 85 percent of the voting
power of TAXPAYER st ock. PARENT devel oped the technol ogy for the manufacture

of BMD, one of TAXPAYER principal products, and held the FDA approval for its
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marketing in the United States. TAXPAYER paid PARENT |icense fees based upon a
percentage of all the sales value of its products produced in the United States,
including 2.5% of its sales of BVMD produced at its Chicago Heights plant.

Addi tionally, PARENT was conti nuously providing TAXPAYER wi th technol ogi cal
assi stance and even designed the equipnment for TAXPAYER Chicago Hei ghts pl ant.
Al so, a technical support and technol ogi es agreenent between TAXPAYER and PARENT
was in effect beginning on Septenber 30, 1983 and continuing beyond the audit
peri od. In fact, TAXPAYER 1984 proxy statenent reflects that this technol ogy
agreenment was entered into in connection wth the acquisition of DAN SH by
TAXPAYER. Furthernore, there were tenporary transfers of personnel and PARENT
had $5 mllion of interconmpany sales w th TAXPAYER.

Taxpayer relies on the proposition that SUBSIDI ARY cannot be unitary wth
it since taxpayer was in the business of manufacturing and selling animal health
products whereas SUBSIDIARY was in the Dbusiness of mar keting human
phar maceuti cal products in Denmark, none of which was nmanufactured by TAXPAYER.
I cannot agree with taxpayer's characterization of its business activities as
being limted to animal health products. In one of its own exhibits, V.P.-
FI NANCE stated that since its formation, TAXPAYER has been engaged in the
busi ness of manufacturing and distributing pharmaceutical products. (Taxpayer
Ex. No. 29). Mor eover, TAXPAYER position is inconsistent since it files on a
unitary basis wth other subsidiaries, such as OTHER, SUBSI DI ARY-3 and
SUBSI DI ARY-2, which were all in the business of manufacturing or distributing
human pharmaceuticals. In fact, one of the issues TAXPAYER is pursuing in this
proceeding is the failure of the departnent to unitize it wth SUBSID ARY-2
i mredi atel y upon acqui sition.

More inportantly, however, the Illinois Income Tax Act does not require the
exi stence of a unitary relationship between SUBSI DI ARY, the payor, and TAXPAYER,
the payee, in determ ning whether the interest incone is "business inconme." Nor
is the absence of such a relationship fatal to apportionnment of the interest

income. See, Allied Signal, Inc. v. Director, 112 S.Ct. 2251 (1992).
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The key to determ ning whether the interest inconme here can be apportioned
as "business income" is whether the transaction upon which the interest incone
was generated serves an investnent rather than an operational function. See,

Allied Signal, 1d. at 2263, Container Corp. of Anerica, v. Franchise Tax Board,

103 S. C. 2933, 2948, n. 19 (1983). On the record here, the interest incone
and loan transactions from which it arose had an operational relation to
TAXPAYER. The interest incone did not arise from an isolated transaction but
arose fromtransactions or activity in the regular course of TAXPAYER trade or
busi ness (transactional test). Also, the acquisition/disposition of the
i ntangi ble property (note receivable) was not an isolated transaction and
constituted an integral part of TAXPAYER trade or Dbusiness operations
(functional test). Consequently, the Department properly disallowed the
reporting of the interest incone as nonbusi ness incone.

1. SUBSIDIARY-2 Unitary |ssue

As to the wunitary issue regarding SUBSID ARY-2 for the period 11/1/87
t hrough 12/31/87, the Adm nistrative Law Judge finds that the taxpayer offered
sufficient evidence to rebut the Departnent's determ nation that SUBSIDI ARY-2
was not unitary with TAXPAYER during the first two nonths after acquisition by
TAXPAYER

Taxpayer offered sufficient evidence to show that the exercise of strong
centralized managenent and functionally integrated operations existed on this
record to find that SUBSIDI ARY-2 operated as a unitary business w th TAXPAYER
during said nonths in addition to the year ended 12/ 31/ 88.

Section 1501(a)(27) of the Illinois Income Tax Act defines a "unitary
busi ness group” as a "group of persons related through conmon ownership whose
busi ness activities are integrated with, dependent upon and contribute to each
other." According to the provisions of 35 ILCS 5/1501(a)(27), unitary business
activity can ordinarily be illustrated under a three-step analytical approach
First, for corporations to be considered unitary, 50% or nore of the voting

stock nust be directly or indirectly owned by the parent. The second step is a
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determ nation as to whether the taxpayers are in the same general |ine of
busi ness with each other or are steps in a vertically structured enterprise or
process. Lastly, it nust be determ ned whether functional integration exists
t hrough the exercise of strong centralized nanagenent.

On this record it is clear that SUBSIDI ARY-2 was 100% owned by TAXPAYER as
of its acquisition date on October 1, 1987, therefore, the first test is
satisfied.

Al so, the record is clear that TAXPAYER and SUBSI DI ARY-2 are engaged in the
sane line of business: the production of pharnmaceuticals. Therefore, the
second test has been satisfied in this case.

The remaining phase of the wunitary analysis reviews the existence of
functional integration through the exercise of strong centralized managenent.

Section 100.9900(g) of the Departnent's regulations clarifies the neaning

of "strong centralized nanagenent” in pertinent part as foll ows:

...no group of persons can be a unitary business group
unless they are functionally integrated through the

exercise of strong centralized nanagenent. It is this
exercise of strong centralized nmanagenent that is the
primary i ndi cat or of mut ual dependency, mut ua

contribution and nutual integration between persons that
is necessary to constitute them nenbers of the sane
unitary business group. The exercise of strong
centralized nanagenent wll be deenmed to exist where
authority over such matters as purchasing, financing, tax
conpl i ance, product line, personnel, marketing and capita

investnent is not left to each nenber....Both elenents of
strong centralized nanagenent, i.e., strong central

managenment authority and the exercise of that authority
through centralized operations, nust be present in order
for persons to be a unitary business group under II1TA
Section 1501(a)(27)...

Strong centralized managenent is determ ned by a two-step analysis. First,
central mnagenent authority mnust exist. Secondly, the taxpayer nust exercise
this authority to achieve central managenment functions. Thus, if either party
denmonstrates that the wunitary group as a whole has maintained control over
centralized functions such as purchasing, financing, tax conpliance, product

line, personnel, marketing and capital investnent (the significance of the
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exi stence of each of such itens dependent upon the facts of the given case),
then a finding of the existence of strong centralized managenent is warranted.

On this record, the Departnent auditor could not recall the details of the
basis of his determnation to exclude SUBSIDI ARY-2 from the unitary group of
TAXPAYER during the initial two nonth period followng acquisition (11/1/87
t hrough 12/31/87). However, he believed that during a short time frame after
acquisition of a conmpany, unitary ties could not be devel oped through strong
centralized managenent sufficient to warrant a unitary finding.

Taxpayer, on the other hand, presented evidence show ng the existence of
functionally integrating activity and managenment control from the date of the
acquisition. They denonstrated that negotiations to purchase SUBSI Dl ARY-2 were
ongoi ng since early 1987 and the contract to purchase SUBSI Dl ARY-2 was entered
into in August, two nonths before its acquisition on Cctober 31, 1987. Bet ween
the contract date and the closing date, TAXPAYER was actively involved in
SUBSI DI ARY-2's activities. TAXPAYER had the right to approve or disapprove of
any transactions outside the normal course of operations. Two of TAXPAYER
officers were directly involved in mnaging SUBSIDIARY-2's cash flow,
determ ning inventory |levels, and managi ng receivables. TAXPAYER al so invested
nore than $5 mllion in SUBSID ARY-2 during this period to provide working
capi tal

Additionally, upon cl osing, TAXPAYER appointed three directors of
SUBSI DI ARY-2 and a three nmenber executive commttee was appointed to oversee
SUBSI DI ARY-2's daily operations. Moreover, prior to or imediately after the
Cctober closing the foll ow ng occurred:

1. One of TAXPAYER subsidiaries increased its purchases from SUBSI DI ARY-

2. TAXPAYER est ablished | ocal banking relationships for SUBSI D ARY- 2;
3. TAXPAYER provided centralized adm nistrative services to SUBSI DI ARY- 2;
4. TAXPAYER established retirenent plans for SUBSID ARY-2's enpl oyees;

5. TAXPAYER had its independent accountants audit SUBSI DI ARY- 2;
16



6. TAXPAYER assuned the responsibility for preparation and filing
SUBSI DI ARY-2's tax returns;

7. SUBSI DI ARY-2 was insured under TAXPAYER policies; and

8. SUBSI DI ARY-2 reported all results to TAXPAYER

Under these circunstances, no post-acquisition time was required to
establish a unitary relationship. Moreover, the sanme or substantially the sane
factors that were present in 1988 when the Departnment found SUBSI DI ARY-2 to be
unitary were present in 1987. On this record, taxpayer has offered sufficient
evidence to rebut the Departnent's prim facie case, and has denonstrated that
SUBSI DI ARY-2 operated upon acquisition by TAXPAYER in a unitary relationship
wi th TAXPAYER during the year ended 12/31/87. Accordingly, | recomend that the
Notice of Deficiency for 1987 nust be reconputed to reflect the unitary status
of SUBSI DI ARY- 2.

I11. Property Factor - Depreciation

The auditor made reductions to the denom nator (everywhere property) of the
property factor in TAXPAYER 1987 and 1988 incone tax returns due to the
acqui sition of certain property. The record showed that the placed in service
dates for property acquired during 1987 was uniformly shown on the federal tax
depreciation schedules as being 12/31/87 regardless of the actual placed in
servi ce dates.

Al so, the auditor used the dates which were reported on the Illinois Form
1120, Schedule 477, the actual acquisition dates, for acquisitions of Illinois
property in calculating the nunerator (lIllinois property) of the property
factor. The auditor conceded that the adjustnents should be nade to the
numer at or and denom nator of the property factor on the sanme basis.

Therefore, | recomrend that the Notice of Deficiency nust be reconputed to
record the adjustnents to the Illinois property factor to reflect the sane
pl aced in service dates as were used in conputing the denom nator

I V. I nvestment Tax Credit Disall owed
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As to the issue of the credit for investnent tax credits allowed by the
audit for 1988 but never re-credited to the taxpayer, the record has shown that
taxpayer is not entitled to a credit in the amount of $19, 528.

For cal endar year 1988, taxpayer reported investnent tax credits of $19, 528
but did not include certain supporting docunents. Consequently, the Departnent
issued a "math error"” adjustnment due to this failure and disallowed the credits.
Later in the audit, however, these schedules were produced and the credit was
all owed in the anobunt of $18, 808.

Taxpayer has received the proper credit for investnment tax credits in the
audit report for 1988, and therefore, that portion of the Notice of Deficiency
is upheld since the credit was given.

V. Negative Tax Mdification

The negative tax addition nodification issue exists only as to the year
ended 12/31/88. Al though originally disallowed by the Departnent as a math
error, the auditor reclassified the negative addition nodification as a
subtraction nodification in his audit report.

Consequently, the Notice of Deficiency is correct for the year ended
12/ 31/ 88 regarding the subtraction nodification in the anount of $135, 384.

VI. Section 1005 Penalty

Section 1005 of the Illinois Income Tax Act provides that:

...If any anmpbunt of tax required to be shown on a return
prescribed by this Act is not paid on or before the date
required for filing such return (determ ned w thout regard
to any extension of time to file), a penalty shall be
inposed at the rate of 6% per annum upon the tax
under paynent unless it is shown that such failure is due
to reasonabl e cause. This penalty shall be in addition to
any other penalty determ ned under this Act...

As to the issue of the Section 1005 penalty for the year ended 12/31/87,
the auditor proposed the subject penalty for underpaynent of tax by taxpayer
because it was automatically assessed at that tinme due to the |lack of guidelines

as to reasonabl e cause. (Tr. p. 101).
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Under federal case |law, "reasonable cause" includes taking a good faith
position on a tax return. See |I.R C. Section 6664(c). |In general, if there is
an honest difference in opinion between the taxpayer and the IRS regarding the
correct amount of tax, no penalty is inposed. As a result, no penalty would be
i nposed due to a deficiency arising from a good faith tax return position with

regard to law or facts. see, lreland v. Conm ssioner, 39 T.C 978 (1987)

Webbl e v. Conmi ssioner, 54 T.C.M 281 (1987); Bal sanpo v. Commi ssioner, 54 T.C M

608 (1987).

As to the Section 1005 penalty for 1987, taxpayer's position taken on its
return as to the interest income from SUBSIDI ARY was due to their belief that
their facts were analogous to the facts in Section 100.3010(d)(2)(D)? of the
Departnent's regul ations. Notwi t hstanding the aforementioned, | do not find
that Section 100.3010(d)(2)(D) is on point with the facts of this case.
However, taxpayer's position was taken in good faith due to the existence of
sone of +the facts <contained in the instant case and the regulations.
Consequently, taxpayer has offered reasonable cause to abate the Section 1005
penalty for 1987.

WHEREFORE, for the reasons stated above, it is ny recommendation that the
Notice of Deficiency should be finalized in part as foll ows:

1. The anmount disall owed as nonbusiness inconme for interest income paid by
SUBSI DI ARY to TAXPAYER for the years ended 12/31/85, 12/31/87 and 12/ 31/ 88.

2. The Departnment properly included the reduced investnent tax credits for
t he year ended 12/ 31/ 88.

3. The auditor properly incorporated the negative addition nodification in
his audit report as a subtraction nodification for the year ended 12/ 31/ 88.

The clainms for refund for the years ended 12/31/84 and 12/31/86 are denied
based on the discussion of nonbusiness incone above.

It is nmy recomrendation that the Notice of Deficiency be disallowed in part

for the foll ow ng:

2Formerly 8§1050(d) (2) (D)
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1. SUBSI DI ARY-2 shoul d have been included in TAXPAYER unitary group for
1987.

2. The adjustnents to reduce the property everywhere factor to reflect
changes of placed in service dates should have correspondi ngly been nade to the
IIlinois property factor for the years ended 12/31/87 and 12/ 31/ 88.

3. The taxpayer has offered sufficient evidence of reasonable cause to

abate the section 1005 penalties for the year ended 12/31/87.

Dat e:

Linda K Cdiffel
Adm ni strative Law Judge

20



